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Notice To Readers

A m e r ic a n
I n st it u t e
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Alert
97-3

This Practice Alert is intended to provide auditors with information that may help them improve
the efficiency and effectiveness of their audits and is based on existing audit literature, the professional experience of the members of the Professional Issues Task Force (“PITF’) and infor
mation provided by SECPS member firms to their own professional staff. This information rep
resents the views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures, due process
and deliberation. The information provided herein should be used by practitioners with the
understanding that it be read in conjunction with the professional literature and only as a means
in assisting them in meeting their professional responsibilities.
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Changes in Auditors and Related Topics.
Introduction

P u b lic

A ccountants

The issues surrounding the acceptance of a
new audit engagement have become increas
ingly complex partly due to misunderstand
ings in the accounting and legal professions
and the issuance of new professional stan
dards. These new Standards include Statement
on Auditing Standards (SAS) No. 82,
Consideration of Fraud in a Financial
Statement Audit, the recently issued SAS No.
84, Communications Between Predecessor
and Successor Auditors (effective for the
acceptance of engagements after March 31,
1998), which supersedes SAS No. 7 and its
Interpretations, and SAS No. 85, Management
Representations (effective for financial state
ment periods ending on or after June 30,
1998), which supersedes SAS No. 19 and its
Interpretations.
Predecessor auditors must also consider
relevant issues when they are asked by a
former client to reissue their reports on pre
viously audited financial statements. Such
issues include the need to decide whether to
reestablish a client relationship, including
consideration of the former client’s intended
use of the predecessor auditor’s report. For
example, a former client’s request that a

predecessor auditor reissue his or her report
in connection with an initial public offering
would expose the predecessor auditor to
additional risk that was not present at the
time the original report was issued. In such
a situation, the predecessor auditor may
consider the practicality of obtaining a lim
ited indemnification letter that would pro
tect him or her from the costly impact of
frivolous litigation.
The purpose of this Practice Alert is to
assist practitioners by summarizing pertinent
existing and newly issued professional stan
dards in an attempt to clarify certain misun
derstandings that currently exist in practice.
Required Communications between
Predecessor and Successor Auditors

In assessing whether to accept a new client,
one of the most valuable sources of informa
tion to a successor auditor is the client’s for
mer auditor. Inquiry of the predecessor auditor
is a necessary procedure and may inform the
successor auditor of potential disagreements
that existed between the client and predeces
sor auditor with respect to accounting princi
ples, auditing procedures, facts that impact the
integrity of management, or similarly significontinued on page J2
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cant matters.
The responsibility for initiating contact rests with the successor
auditor. Prior to accepting the engagement, the successor auditor
should request permission from a prospective client to make an
inquiry of the predecessor auditor and request that the prospective
client authorize the predecessor auditor to respond fully to such
inquiries. If a prospective client refuses to permit communications
between the predecessor and successor auditors, or limits the
response of the predecessor auditor, the successor auditor should
inquire as to the reasons and consider the implications of such a
refusal in deciding whether to accept the engagement.
SAS 84 explains that subsequent to receiving client approval,
the successor auditor should make specific and reasonable inquiries
of the predecessor auditor. The matters subject to inquiry include:
(1) information that might bear on the integrity of management; (2)
disagreements with management as to accounting principles, audit
ing procedures, or other similarly significant matters; (3) communi
cations to audit committees or others with equivalent authority,
regarding fraud, illegal acts by clients, and internal control related
matters; and (4) the predecessor auditor’s understanding as to the
reasons for the change of auditors.
The predecessor auditor should respond fully to the successor
auditor’s inquiries, but may, due to certain circumstances such as
potential or pending litigation, disciplinary proceedings, or other
unusual circumstances, decide it is in his or her best interests not to
respond fully. In such circumstances, the predecessor auditor should
inform the successor auditor that the response is limited. Such a
limited response should be carefully evaluated by the successor
auditor in deciding whether to accept the engagement.
Review of Working Papers

After accepting the engagement, the successor auditor should
request the client to authorize the predecessor auditor to allow a
review of the predecessor auditor’s working papers. In such situa
tions, the predecessor auditor may want to obtain written notifica
tion of such a request in an effort to reduce or avoid misunderstand
ings. Appendix A to SAS No. 84 provides an illustrative client con
sent and acknowledgment letter which the predecessor auditor may
wish to send the former client. It has long been considered custom
ary that the predecessor auditor make available to the successor
auditor certain working papers for review. Pursuant to SAS No. 84,
the predecessor auditor should ordinarily permit the successor audi
tor to review working papers including documentation of planning,
internal control, audit results and other matters of continuing
accounting and auditing significance.
Before permitting access to the working papers, the predeces
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sor auditor may wish to obtain a written communication from the
successor auditor regarding the use of the working papers.
Appendix B to SAS 84 includes an illustrative successor auditor
acknowledgment letter.
Opening Balances

The responsibility for analyzing the impact of the opening balances
on the current year financial statements and consistency of account
ing principles always rests with the successor auditor. The successor
auditor must obtain sufficient competent evidential matter to afford
a reasonable basis for expressing an opinion on the financial state
ments under audit. The successor auditor must use professional
judgment in determining the extent of procedures to be performed
with respect to opening balances in light of the audit evidence
obtained in conjunction with his or her current year audit.
Audit evidence that may be obtained by a successor auditor
may include the following:

1. The most recently audited financial statements and the prede
cessor auditor’s opinion thereon. For example, the degree of
comfort a successor auditor will have from an unqualified
opinion issued on a prior period with a small number of signifi
cant accounting issues will typically be higher than a qualified
or adverse opinion on a client with complex or significant
accounting issues. Additionally, the successor auditor should
also consider the professional reputation of the predecessor
auditor in forming his or her opinion on the opening balances.
For example, a firm with a sound reputation in the business
community and an unqualified opinion on its most recent peer
review may give the successor auditor comfort with respect to
opening balances.
2. The results of inquiries made to predecessor auditors. For exam
ple, a successor auditor would normally have a greater degree of
comfort based on responses from a predecessor auditor that
there were no disagreements with respect to the application of
accounting principles or auditing procedures. Also, a successor
auditor should consider the impact on opening balances when
the predecessor auditor informs the successor auditor that his or
her response to questions and access to certain working papers
was limited.
3. The results of the successor auditor’s review of the predecessor
auditor’s working papers may affect the nature, timing, and
extent of the successor auditor’s procedures. For example, upon
reviewing a predecessor auditor’s working papers with respect to
contingencies at the beginning of the year, the successor auditor
may conclude that the predecessor auditor’s assessment of inter
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nal controls, substantive testing, and evaluation of misstatements
is sufficient to preclude applying procedures to prior year trans
actions, and may take comfort from a current year attorney’s let
ter or other procedures.
4. The results of audit procedures performed in the current year’s
audit that provide evidence about opening balances or consis
tency of application of accounting principles. For example, cur
rent year collections of accounts receivable may give an auditor
comfort with respect to the validity of accounts receivable
recorded at the end of the prior period.
In those rare circumstances where a successor auditor is not
allowed access to a predecessor auditor’s working papers, the suc
cessor auditor should consider the implications on whether the suc
cessor auditor will be able to obtain sufficient competent evidential
matter to afford a reasonable basis for expressing an opinion on the
financial statements under audit. A successor auditor should not
necessarily interpret a refusal for access to a predecessor auditor’s
working papers as a need to perform an audit of the previously
audited financial statements. In such circumstances, the successor
auditor should use professional judgment in determining the nature,
timing, and extent of procedures to be performed on opening bal
ances. Such procedures, as outlined in 1, 2 and 4 above, will assist
the successor auditor in determining the need to perform an audit of
the previously audited financial statements.
Requests to Reissue Reports

Predecessor auditors may be asked to reissue their report on finan
cial statements for a number of reasons, including requests made by
a former client to include a predecessor auditor’s report in a regis
tration statement filed with the SEC. In such situations, the prede
cessor auditor is, in effect, being asked to reestablish a client rela
tionship and should consider the ramifications of that decision.
Before consenting to the inclusion of his or her report on previ
ously audited financial statements, a predecessor auditor should
perform procedures similar to its client acceptance and continuation
procedures as required by Statement on Quality Control Standards
No. 2, System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice, (QC 20, paragraphs .14 - .16). In determining the
nature and extent of client acceptance and continuation procedures
as required by QC 20, an auditor might consider the recommenda
tions of the AICPA Joint Task Force on Quality Control Standards,
in its guide titled, Guide for Establishing and Maintaining a System
of Quality Control for a CPA Firm’s Accounting and Auditing
Practice (Product No. 067020, which can be ordered from the
AICPA Order Department at 800/862-4272).
Such procedures would typically include an evaluation of
whether specific events have occurred to determine whether a rela
tionship with the former client should be reestablished, including a
major change in one or more of the following: (1) management; (2)
directors; (3) ownership; (4) legal counsel; (5) financial condition;
(6) litigation status; (7) nature of the company’s business; and (8)
the scope of the engagement. Additionally, an auditor should deter
mine whether he or she should be associated with a client that has

selected, or may select, an underwriter that has been the subject of
adverse publicity or that has matters reported on the underwriter’s
Form BD that raise questions or concerns about the underwriter.
Similarly, an auditor should consider the professional reputation
and experience of both the successor auditor and legal counsel who
is or will be associated with subsequent years’ financial statements.
After consideration of the above, and other relevant factors, but
before consenting to reissuance of his or her report, the predecessor
auditor should consider whether that report is still appropriate in the
circumstances. The auditor should perform procedures on events
occurring subsequent to the date or period of the most recent finan
cial statements. The nature and extent of the procedures will vary
depending on the circumstances of the particular situation, but gen
erally consist of the following (as per AU Section 508, Reports on
Audited Financial Statements):
If a successor auditor has audited the financial statements of
the most recent period following the period audited by the prede
cessor auditor, subsequent events procedures may consist of the
following:
— Reading the financial statements for the current period (or
the entire registration statement if the financial statements
are included in a filing with the SEC).
— Comparing the financial statements that were reported on
by the predecessor auditor with the financial statements
to be presented in the registration statement (or other
document).
— Obtaining a letter from the successor auditor indicating
whether their audit has disclosed any events or transac
tions subsequent to the period covered by the most recent
statement of income (or the date of the latest balance
sheet) audited by the predecessor auditor that, in the suc
cessor auditor’s opinion, would have a material effect on,
or require disclosure in the financial statements reported
on by the predecessor auditor.
Although effective for fiscal periods ending on or after June
30, 1998, SAS 85 adds the additional requirement that a predeces
sor auditor obtain a representation letter from management of the
former client in conjunction with reissuing his or her report on pre
viously audited financial statements. For engagements to audit
financial statements of fiscal periods ending before the effective
date of SAS 85, a predecessor auditor should consider early appli
cation of SAS 85 and obtain a representation letter from manage
ment of the former client. This representation letter from manage
ment should state that nothing came to management’s attention that
would cause them to believe that any of their previous representa
tions should be modified and whether any events have occurred
subsequent to the balance sheet date of the latest prior period finan
cial statements reported on by the predecessor auditor that would
require adjustment to or disclosure in those financial statements.
Appendix C to SAS 85 includes an illustrative management repre
sentation letter that might be obtained in these circumstances. In
addition to the above described procedures, an auditor should concontinued on page J4
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sider the relevant guidance in AU Section 543, Part of Audit
Performed by Other Independent Auditors, paragraphs .10 - .12,
which provides suggested procedures that may be performed when
additional evidential matter might be necessary in the circum
stances.
If, after performing the procedures enumerated above and other
procedures considered necessary in the circumstances, a predeces
sor auditor becomes aware of events or transactions occurring sub
sequent to the date of his previous report that may require an adjust
ment, additional disclosure, or reclassification to the financial state
ments previously reported on, the predecessor auditor should make
inquiries and perform other procedures that are considered neces
sary in the circumstances.
The extent of such procedures is a matter of professional
judgment and will vary depending on the effect of the items on
the financial statements previously issued. For example, review
ing the reclassification of a line of business as discontinued
operations for comparative purposes with the subsequent year’s
treatment, resulting from a subsequent decision made by the
company, would generally require less extensive procedures than
those that may be required in connection with the correction of
an error in previously issued financial statements. In such
instances, the predecessor auditor might consider requesting a
review of the working papers of the successor auditor in those
areas related to the matter affecting the prior-period financial
statements. Based on the evidence obtained, the predecessor
auditor should then decide whether to revise the previously
issued report. When reissuing his or her report on prior-period
financial statements, a predecessor auditor should use the date of
his or her previous report; if the financial statements are restated
or the predecessor auditor revises the previous report, the report
should be dual dated.
If successor auditors have not been engaged, or if engaged,
have not performed an audit of the subsequent financial state
ments or sufficiently familiarized themselves with the accounting
policies, control environment and other pertinent aspects of the
company, the predecessor auditor’s subsequent events review pro
cedures might be the same as those performed by a continuing
auditor in accordance with AU Section 560, Subsequent Events.
After considering the above or other relevant factors, an audi
tor may decide not to consent to the use of his or her previously
issued report. The AICPA’s Code of Professional Conduct,
Statements on Auditing Standards (SAS No. 58, Reports on
Audited Financial Statements, as amended, AU Section 508.70)
and the rules and regulations of the SEC do not require an inde
pendent certified public accountant who has performed a financial
statement audit, to subsequently sign a consent for inclusion of
that report in a registration statement filed with the SEC, or for
any other reason. Additionally AU Section 508, Reports on
Audited Financial Statements, does not require the predecessor
auditor to communicate or disclose the reasons why that auditor
decided not to reissue his or her audit report and there is no
requirement for disclosure of those reasons to the entity or its
audit committee, as a client relationship does not exist.
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Audits of Financial Statements Previously Audited

If a predecessor auditor declines to reissue his or her report on pre
viously issued financial statements, a former client may decide to
engage the successor auditor to audit the financial statements previ
ously reported on (hereafter referred to as a “reaudit”) by the prede
cessor auditor. In such cases, the successor auditor should perform
the procedures required of successor auditors as outlined in the sec
tion above, “Required Communications between Predecessor and
Successor Auditors.” In a reaudit, the successor auditor generally
will be unable to observe inventory or make physical counts at the
reaudit date or dates in the manner described in paragraphs .09 - . 11
of AU Section 331, Inventories.
In such cases, the successor auditor may consider the knowl
edge obtained from his or her review of the predecessor auditor’s
working papers and inquiries of the predecessor auditor to deter
mine the nature, timing and extent of procedures to be applied in the
circumstances. However, the information obtained from those
inquiries and review of the predecessor auditor’s working papers
are not sufficient to afford a basis for expressing an audit opinion.
If material, the successor auditor performing the reaudit should
make, or observe, some physical counts of inventory at a date sub
sequent to the period of the reaudit, whether in connection with a
current audit, or otherwise, and apply appropriate tests of interven
ing transactions.
Use of Indemnification Clauses When Reissuing Reports

In many instances, the risk of litigation that results from the inclu
sion of a predecessor auditor’s report on financial statements of a
former client may be such that a predecessor auditor might decide
not to reissue his or her report unless the former client agrees to
indemnify them for legal and other costs that might be incurred in
defending itself, in the event of threatened or actual litigation, for its
association with the financial statements of the former client. In
general, AICPA Ethics Ruling 94 (ET Section 191.188 - .189)
allows obtaining such indemnification agreements. However, SEC
rules related to independence prohibit indemnification agreements
between auditors and current publicly-held clients.
As a result of discussions between the AICPA and the SEC,
the staff of the SEC agreed not to question a predecessor audi
tor’s independence with respect to a former audit client if that
former audit client agrees to indemnify the predecessor auditor
for the payment of legal costs and expenses that the predecessor
auditor might incur in defending itself against legal actions or
proceedings that arise as a result of the consent of that prede
cessor auditor to the inclusion of its auditor’s reports on the for
mer audit client’s prior year’s financial statements in a new reg
istration statement provided that: (1) Such indemnification let
ter would be void and any advanced funds would be returned to
the former client if a court, after adjudication, found the former
auditor liable for malpractice, and (2) The indemnification pro
vision is entered into after a successor auditor has issued an
audit report on the former client’s most recent financial state
ments included in the registration statement of the former
client.

Comments or questions on this alert should be directed to the AICPA Division for CPA Firms at 800/CPA-FIRM.

